UNI TED STATES BANKRUPTCY COURT
SOUTHERN DI STRI CT OF | LLINO S

I N RE: MERCER EXCAVATI NG, INC. ) BK. # 88-30395
Chapter 7
)
Debt or )

VEMORANDUM AND ORDER

Dennis W Mercer (Mercer) seeks to allocate paynents that wll
be made to the Internal Revenue Service (IRS) by the Chapter 7
trustee to trust fund tax liability before non-trust fund liability.

Mercer was the president and | argest sharehol der of the debtor
in this case, Mercer Excavating, Inc. Mercer Excavating originally
filed a petition for relief under Chapter 11 of the Bankruptcy Code.
The case was | ater converted to Chapter 7.

The IRS requires that enployers w thhold noney fromtheir
enpl oyees' paychecks for the paynment of certain taxes, including
personal income and social security taxes and unenpl oynment insurance.
See 26 U.S.C. sections 3102(a), 3402(a), and 3403 (1986). Funds
wi thheld in this manner are deened to be held "in trust” for the
United States!. Individuals that are responsible for the collection

and paynent of these "trust fund" taxes are

126 U.S.C. 7501(a). [Whenever any person is required to
collect or withhold any internal revenue tax from any other person
and to pay over such tax to the United States, the anpunt of tax so
collected or withheld shall be held to be a special fund in trust for
the United States. The anount of such fund shall be assessed,
coll ected, and paid in the same manner and subject to the sanme
provisions and limtations as are applicable with respect to the
taxes from which such fund arose.



personally liable for 100% of the tax if the enployer fails to pay?2
The debt or corporation withheld noney fromits enpl oyees but

failedto pay the trust fund taxes for whichit was i ntended. Mercer

adm ts that heis personallyliableas a"responsible person” under

section 6672 for $40, 595. 89 of trust fund taxes as of November 21,

1990.

The debt or al so has non-trust fundtax liability of an undi scl osed
anmount for which Mercer is not personally liable. Paynents out of the
bankruptcy estate towards the debtor's trust fundliability reduce
Mercer's personal liability by an equal anount, but payments toward t he
debtors non-trust fundliability |l eave Mercer's personal liability
i ntact. Consequently, Mercer requests this court toorder the I RSto
apply any paynents made by t he Chapter 7 trustee first totrust fund
liability.

Thi s court discussed the issue of allocation of paynents tothe

IRSinthecase, Inre Arie Enterprises, Inc., 116 B. R 641 (Bankr.
S.D. Ill. 1990). Generally, "[w] hen a taxpayer nakes vol untary
payments to the IRS, he has a right to direct the application of
[those] paynents to whatever type of liability he chooses.” 116 B.R
at 642-43. (citing Muntwyler v. United States, 703 F. 2d 1030, 1032 (7th

Cir. 1983). However, "when a paynent isinvoluntary, IRSpolicyisto

226 U.S.C. 6672(a). Any person required to collect, truthfully
account for, and pay over any tax inposed by this title who willfully
fails to collect such tax, or truthfully account for and pay over
such tax, or willfully attenpts in any manner to evade or defeat any
such tax or the paynent thereof, shall, in addition to other
penal ties provided by law, be liable to a penalty equal to the total
anount of the tax evaded, or not collected, or not accounted for and
pai d over.



all ocate the paynent as it sees fit." 1d.

In Muntwyl er, paynents made to the I RS under a common | aw
assignnent for the benefit of creditors were held to be voluntary and
so had to be applied as directed by the taxpayer. That court
di sti ngui shed an assi gnnment for the benefit of creditors froma for nal
bankrupt cy proceedi ng but did not deci de whet her paynents under
bankruptcy were voluntary. |d. at 1034 n. 2.

InArie Enterprises, this court heldthat adnonitions made by a

bankruptcy court to a Chapter 11 debtor to pay post-petitiontaxes were
sufficient court action torender those paynents i nvoluntary3 The

facts in neither Mintwyler nor Arie Enterprises required a

det erm nati on of whet her paynents made by a trust ee under a Chapter 7
bankr upt cy proceedi ng, without further court action, are voluntary.

The present case requires a resolution of that issue.

In Muntwyler, the Seventh Circuit adopted the often cited

definition of involuntary paynment contai ned i nAnos v. GConm ssi oner, 47

T.C. 65, 69 (1966): "Aninvoluntary paynent of Federal taxes nmeans
any paynent received by agents of the United States as a result of
distraint or levy or froma |l egal proceedi ngin whichthe Governnent is

seeking to collect its delinquent taxes or file claimtherefor.” 703

%ln Arie, the paynents at issue were made by the debtor under
Chapter 11 before the case was converted to Chapter 7. The debtor had
been warned twi ce by the court that failure to keep current on
postpetition would result in dism ssal of the case or conversion to a
i qui dation proceeding. There, determ nation of voluntariness was
not as critical as in this case because the court held,
alternatively, that the debtor could not direct the application of
paynments because it failed to make that direction at the time of the
paynment s.



F.2d at 1032. That court distingui shed voluntary frominvol untary
payments by "t he presence of court action or adm ni strative action
resultinginanactual seizure of property or noney asinalevy.” 703
F.2d at 1033.

InMuntwyl er, the determ native factor of voluntariness was the
absence of court action. There, the IRSnerelyfiledaclaimwththe
assi gnee for the benefit of creditors. Paynments of that cl ai mwere not
rendered invol untary because t hey were not made pursuant to al evy,
judicial order or execution by judicial sale.

I n contrast, court actionis present in a Chapter 7 bankruptcy
proceedi ng by its nature. Commencenent of a bankruptcy proceedi ng
creates an estate whichis conprised of all property of the debtor as
of the commencenent of the case. 11 U.S.C. section 541. D vidends are
to be paid out of the estateto creditors at the ti nes and anounts
ordered by the court. See Bankruptcy Rul es 3009 and 3010. Paynents by
a Chapter 7trusteetothel RSare thereforeinvoluntary and cannot be
applied to any specific liability at the urging of the either the
debt or or the responsible person under 26 U S.C. section 6672.

Mercer argues that, evenif involuntary, bankruptcy courts have
the authority to direct application of paynents to the I RS under Uni ted
States v. Energy Resources Co., Inc., 495U.S. __ , 110 S. . 2139,

109 L.Ed. 2d 580 (1990). As this court pointed out in Arie

Enterprises, the Energy Resources hol di ng was narrow, all ow ng such

action only "where necessary for the success of areorgani zati on plan."
110 S. Ct. at 2142. That hol ding has no application in this case

because a Chapter 11 pl an was never confirnmed and t he case has been

4



converted to Chapter 7. See Arie Enterprises at 643.

| TIS ORDERED t hat Dennis W Mercer's Motion for Application of

Funds Paid to Internal Revenue Service is DEN ED

/'s/ Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: January 24, 1991




